Ethiopia set out -and in large measure achieved -a very ambitious program of economic and social development under its Growth and Transformation Plan (GTP-I) 
Introduction
Ethiopia has set out very ambitious goals to achieve economic, social and environmental transformation. Specific targets include to meet the socioeconomic Millennium Development Goals (MDGs) for 2015, and to achieve middle-income status by 2025. Economic goals include raising productivity in agriculture, improving social services, promoting industrial development, and filling significant remaining gaps in power, transportation (both road and rail) and telecommunications infrastructure.
The main planning instrument is the first generation Growth and Transformation Plan (GTP-I) (MoFED, 2010) . Most of the measures mandated under the GTP-I require public sector fiscal resources (either in terms of spending requirements or the foregoing of revenue in the case of incentives). 2 In addition, in response to the growing risk resulting from climate change, the Government of Ethiopia adopted a Climate Resilient Green Economy (CRGE) strategy in 2011 (FDRE, 2011) . The goal of the CRGE strategy is to transform the economy from low to middle income status, following a rapid economic growth path that reduces greenhouse gas emissions and improves resilience to climate change. The strategy focuses on improving agricultural productivity, developing the industrial sector, expanding and improving electricity generation and distribution, reforestation, and introduction of clean production technologies. Like the GTP-I, measures under the CRGE require significant Government spending.
2 Framed in terms of the developmental state model, the GTP-I draws on a wide range of tools requiring Government spending, including: targeted financial support (subsidies, bank loans, and equity participation); tariff exemptions for production inputs; tax incentives, including tax holidays, partial profit exemptions, and free trade zones to attract FDI and to promote priority sectors, particularly those facing handicaps such as inadequate specific infrastructure; strategic government procurement (e.g., assured profit margins for domestic pharmaceutical manufacturers in government health-care procurement); publicly financed infrastructure, particularly power, telecommunications and transportation, both internal expansion of the road and rail network and improving the trade corridors; and the creation of public corporations.
The Government's financing requirements for these two programmes are daunting: for the five-year GTP-I period, budgetary government spending and public enterprise off-budget spending was projected to reach 41% of GDP; this amounted to ETB 1.33 trillion (MoFED, 2010: 40-41) , or close to USD 80 billion. Of this, 57% was slated to come from budgetary resources (both domestic and external borrowing) and 43% was to be covered by stateowned enterprises (SOEs).The CRGE was budgeted at around USD 150 billion over its 20-year plan period, of which USD 30 billion was earmarked for the period until 2015 (FDRE, 2011: 38-43) .Although the CRGE strategy targets international climate finance for generating some of the financial resources (Bass et al., 2013) , domestic resources are also required. Taken together, average domestic resources required for the two programmes were in the range of USD 20 billion per year until 2015, and are unlikely to be lower under GTP-II and the continuation of the CRGE.
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To meet the GTP-Iand CRGE goals, the fiscal revenue share of GDP needs to rise-and quite significantly. However, Ethiopia's overall revenue generation performance has been weak. Tax revenue has risen marginally as a share of GDP during the GTP-I period, but this has been offset by declines in other sources of revenue. Aid flows in particular have declined 4 and are likely to remain under pressure as donors continue to address severe budget deficits that emerged as a consequence of the great recession of [2008] [2009] and the ensuing slow recovery in the member countries of the Organization for Economic Cooperation and Development (OECD). A surge in private transfers, which have averaged close to 8% of GDP since /12 (IMF, 2014 , has been the main source of financing that has helped to ease further deterioration in Ethiopia's balance of payments.
In sum, Ethiopia requires a significant boost to its domestic resource mobilization program to maintain the pace of development achieved in recent years, to meet the ambitious GTP and CRGE goals, and to achieve thelonger-term aim ofreaching middle-income status.
The literature has addressed issues related to resource requirements for development in Ethiopia from various angles: policy papers (such as MoFED, 2010 or FDRE, 2011 provide estimates of resource requirements for the specific policies being defined, updated by progress reports (MoFED, 2013; 2014a; 2014b) , while macroeconomic reviews (such as the IMF Article IV reports; see IMF, 2012 IMF, , 2013 IMF, and 2014 provide descriptive overviews and projections. Also, considerable research has been undertaken on specific issues related to domestic resource mobilization, such as administrative issues (e.g., Aizenman/Jinjarak, 2008; Yesegat, 2008; Biber, 2010; African Development Bank Group, 2011a; and Kloeden, 2012) ; taxationin general (e.g. Bolnick and Haughton, 1998; Bird, 2008; Bräutigam et al., 2008; Lencho, 2012; Fjeldstad, 2013) ; grants (Mogues et al., 2011) ;and innovative financing mechanisms (e.g., Badu et al., 2012) . There is as well a body of work on comparative research (e.g., Keen and Mansour, 2010; IMF, 2011) . However, only limited research has been undertaken to comprehensively and holisticallyanalyze the factors that contribute to, and the constraints that limit, the mobilization of non-debt creating domestic resources in Ethiopia.
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The present paper aims at filling this gap. Its main purpose is to identify reforms to encourage the contributing factors and to address the limiting factors, and to suggest priorities for the sequence of reforms. The methodology applied in the paper is guided by this purpose-it is based on an analysis of descriptive statistics, and a mostly qualitative assessment of regulatory and administrative conditions impacting on the mobilization of domestic resources in Ethiopia.
The scope of the analysis encompasses the following: First, we analyze the macroeconomic factors that impact on the development financing strategy. Second, we analyze tax performance by tax category and taxpayer groups. Third, we examine the scope to mobilize private sector financial resources by deepening the financial sector.
The paper is organized as follows. Section 2 reviews the macroeconomic context, in particular the scope to reduce the dependence on external debt financing. Section 3 reviews the main instrument of revenue mobilizationtaxation. Section 4 reviews the scope to mobilize domestic resources through improved financial depth. Section 5 discusses and draws policy conclusions.
Macroeconomic Factors
Ethiopia has been among the top performing economies in Africa -and indeed worldwide -since 2003, with increasingly broad-based growth, a very substantial increase in the volume of two-way international trade, a steady increase in the stock of inward FDI, increased sectoral diversification in its export base (i.e., diversification of exports across product lines), increased regional diversification in the destinations of Ethiopia's exports, and convergence in governance indicators broadly consistent with regional peers (Assefa et al., 2013) . However, from a revenue mobilization perspective, the macroeconomic context is problematic in some respects.
Growth Accounting and Domestic Resource Mobilization
First, there has been some question about the actual level of growth that Ethiopia has achieved during the period of accelerated growth since 2003. This may be important for forensic analysis of domestic resource mobilization since mis-estimation of income growth can compromise effective analysis of revenue generation performance. For example, overestimation of nominal income growth can create the perception that tax revenues are under-performing, leading to possibly counter-productive enforcement measures and/or tax rate increases; conversely, underestimation of inflation (which then results in higher reported real growth for a given amount of price increase) distorts the analysis of the incentives for savings required to finance investment.
The IMF's decomposition of the high measured growth rates during Ethiopia's recent era of double-digit growth indicates that Ethiopia's rate of capital accumulation in the public sector (10.8%) exceeded even the comparable figure for East Asian economies in the 1980s (8.9%). 6 Official sources indicate -not inconsistently -that Ethiopia's growth has been driven by physical capital accumulation, mainly public-led investment in infrastructure (MoFED, 2014b) .However, the IMF's growth accounting exercise also concludes that the official statistics imply implausibly high productivity growth between 2006/07 and 2010/11, with productivity growth contributions of 2.6% from labor and 3.2% from the capital, implying total factor productivity (TFP) growth of 5.2%. These figures are high in historical cross-country comparison, especially in view of the fact that a number of factors that normally support high TFP growth were not present in Ethiopia. These factors include favorable initial human and physical capital conditions, favorable terms of trade and a high degree of openness, low inflation, a competitive real exchange rate, low government consumption, high international reserve coverage, and low external debt. 7 Since 2011/12, official growth rates and the IMF's have converged.
If nominal income growth has indeed been over-estimated in Ethiopia in recent years, actual performance on domestic resource mobilization relative to nominal income growth has been stronger than official statistics currently suggest. In turn, this would guide the revenue mobilization effort to give greater weight to factors other than the tax system. If inflation has been higher than officially recorded, real interest rates are deeper under water than currently thought. Accordingly, resolving the issues about macroeconomic performance is important for sound formulation of revenue generation policies.
2.2
The monetary policy framework: Implications for real exchange rates and interest rates A second key macroeconomic concern is Ethiopia's lack of a credible monetary policy anchor (Durevall and Sjö, 2012) .Inflation remains one of the major macroeconomic concerns for Ethiopia. The hopeful assessment by the IMF is that, with appropriate monetary policies (especially maintaining positive real interest rates), Ethiopia is in a position to maintain moderate and stable inflation (IMF, 2012) . Ethiopia has managed to keep overall inflation to single digit levels since 2013, notwithstanding negative interest rates; however, this has partly been achieved by an undesirable monetary policy mix.
In the absence of a solid domestic anchor, Ethiopian authorities have relied on the external anchor provided by exchange rate pegs. In a small open economy with a high trade share of GDP, this can be a successful strategy (e.g., the Caribbean islands typically peg their currencies to the US dollar and have generally done quite well with that arrangement both in terms of price stability and growth). In Ethiopia's circumstances-with a low trade share of GDP, heavy reliance on commodities with volatile prices, and fiscal reliance on central bank financing-this approach has resulted in repeated bouts of high inflation. In turn, these bouts of high inflation hinder the establishment of a stable framework for longer-run revenue mobilization in at least two key ways.
First, bouts of high inflation in the context of a pegged nominal exchange rate result in real appreciation of the currency. Ethiopia has had two recent bouts of rapid real appreciation of the Birr; the first, which peaked in 2009, resulted in an overvaluation approaching 30%; the second, since 2012, has resulted in a more modest degree of overvaluation in the 10-14% range (IMF, 2014:39) .
These bouts of real appreciation have undermined the competitiveness of Ethiopian industry and exacerbated Ethiopia's structural savings-investment imbalance. Ethiopia's resource gap (the difference between domestic saving and domestic investment) was17.8% of GDP in 2013/14 (National Bank of Ethiopia); recent IMF estimates suggest a still higher gap in the 18% range in 2014/15 (IMF, 2014) . Put another way, Ethiopia has been relying heavily on international savings to finance its investment.
To date, this has been manageable but only because Ethiopia has had access to international assistance. Reliance on international assistance is problematic in a structural sense, since grant revenue comes with its own problems. First, it tends to be fragmented: in addition to fourteen multilateral sources, there are some thirty bilateral programs in Ethiopia, which raises coordination issues and places administrative demands on Ethiopia's public service. Second, it often comes with strings attached (e.g., tied to procurement requirements). And third, it tends to be volatile and pro-cyclical, reflecting cyclical fiscal pressures in donor countries. In any event, grant revenue has been shrinking due to budget constraints in donor countries.
Foreign private capital has also been an important factor in filling the resource gap. However, generally high real effective exchange rates have tended to over-price Ethiopian assets and thus weakened the incentives for foreign direct investment (FDI) inflows. As well, for a number of reasons, FDI is an imperfect substitute for domestic sources of saving: a potentially narrow sectoral focus (e.g., on the extractive industries which may have limited spillover benefits in terms of local industrial development); a risk of distortion of incentives for government in the recipient country to develop sustainable fiscal structures; the requirement for fiscal incentives in the face of locational competition from third countries; and in many cases, the need for supporting specific infrastructure which represents a demand on public financing.
Moreover, empirical evidence indicates that sustained success in development is generally accompanied by strong sustained domestic resource mobilization. This is consistent with arguments from the political science literature that taxation is a fundamental part of the social contract between a state and its citizens. Taxesenable the provision of public goods, which are an essential part of the mix of a prosperous society.
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The bouts of high inflation have also had adverse impacts on domestic savings due to the reality and risk of negative real interest rates. Negative real interest rates remove the incentive to save. Further, for producers (at least those with access to capital), they create incentives to use more capitalintensive methods of production than otherwise would be the case, weakening job creation, which in turn reduces the savings-capable share of the population.
Accordingly, reducing reliance on foreign savings-through all types of instruments, not just those that create debt-should be an important feature of Ethiopia's domestic resource mobilization strategy. In turn, this requires reengineering the monetary policy framework towards a combination of lower real effective exchange rates and higher real interest rates.As this issue is 8 See in this regard Bräutigam et al. (2008) who argue that -taxation may play the central role in building and sustaining the power of states, and shaping their ties to society‖ (at 1). In addition, Moss et al. (2006) argue that in some instances aid has served as a subsidy that has -discouraged revenue collection, distorted expenditure decision-making, and undermined the incentives to build state capacity‖ (at 6). A similar reduction of incentives for local revenue generation from grants has been identified in Ghana (see Mogues et al., 2011) . As well, there is the -aid as source of Dutch Disease‖ argument: Rajan and Subramanian (2011) find that aid inflows systematically reduce a country's competitiveness, which is reflected in a lower relative growth rate of exportable industries.
well understood and the subject of much commentary (e.g., it has been a consistent theme of IMF Article IV reviews and is agreed by Ethiopian authorities, who see low nominal interest rates as necessary to finance public investment but accept that real interest rates should be positive or at least near zero), we simply mention it here, although it should be emphasized that we consider this an absolutely essential element of a sound framework.
This should support labor-intensive industrial exports, a development that should be encouraged through microeconomic reforms tagetted at expanding the formal production sector and by developing the agricultural sector to trigger sustained development of manufacturing industries that depend on domestic resources, thereby generating a self-reinforcing growth path (AfDB, forthcoming).
Risks to the Fiscal Framework
A third key concern for Ethiopia in its efforts to mobilize domestic financial resources relates to its overall fiscal situation. While on paper, the budgetary situation appears to be sound, both in terms of the size of the deficit and the debt as a percent of GDP; this in part reflects the fact that spending pressures have been absorbed on the monetary side.
One such escape valve has been National Bank financing; however, as noted, this has led to outbreaks of rapid inflation, which in turn has driven real appreciation of the currency and created problems of maintaining positive real interest rates. Accordingly, Ethiopia has limitedscope to expand Central Bank financing. Moreover, these considerations indicate that supply side constraints must be eased in conjunction with the expansion of fiscal revenue. A self-sustaining domestic resource mobilization (DRM) program necessarily involves spending that has powerful multiplier effects on incomes and thus on income-driven tax revenues.
As well, debt service costs have been held down by the low nominal (and negative real) interest rates; however, these have had negative effects on the mobilization of private savings. Accordingly, moves to more firmly anchor inflation expectations and to restore positive real interest rates in order to incentivize and mobilize private savings would by the same token squeeze back some of these pressures onto fiscal policy, including by substantially increasing debt service costs.
Mobilizing Budgetary Resources
Ethiopia's budgetary resources are dominated by tax revenues (which we treat as inclusive of social security contributions, consistent with IMF practice).Ethiopia's tax system has been modestly buoyant, with taxes rising as a share of GDP. Non-tax revenues-the main sources of which are resource rents, profits remitted by state-owned enterprises, and miscellaneous charges such as motor vehicle license fees-constitute a minor and shrinking share of Ethiopian fiscal revenues. As noted, grants have also been declining as a share of GDP and are projected to fall to about 1% of GDP, down from over 3% of GDP at the start of the GTP-I period. As a result of these trends, overall government revenues trended sideways as a share of GDP over the GTP-I period, and are projected by the IMF to continue to do so over the coming GTP-II period under current planning assumptions ( Figure 1 ). Table 3b . In terms of performance against the GTP-I targets (which set a goal of a total revenue share of GDP of 20.4% by 2014/15, including a tax-to-GDP ratio of 15-17%, approaching the Sub-Saharan Africa average of 17%), Ethiopia has fallen well short, despite the fact that non-tax revenue (which in Ethiopia is predominantly investment income/dividends from state corporate holdings) substantially exceeded planned levels in the first part of the GTP-I period.
The main reason for the shortfall was the failure of the tax share of GDP to grow in line with expectations (the aggregate tax elasticity to GDP over the first two years of the GTP-I period was only 1.04).
To put Ethiopia's situation into a broad perspective, given its per-capita GDP, Ethiopia's tax system appears to be about average in terms of overall performance: in a cross-country study based on 2007/08 data, Ethiopia was marginally above a trend line on tax revenue as a percent of GDP (von Haldenwang/Ivanyna, 2010). 9 In a similar study of 43 Sub-Saharan African countries covering the period 1980 to 2010, Ethiopia was also found to have performed in line with trend; in terms of the share of taxes in GDP, however, Ethiopia ranked low, with only eight other countries having lower shares (Mansour, 2014: 19) .
In terms of the current revenue structure (Figure 2 ), Ethiopia derives its revenues from diversified sources. Imports shoulder the single largest tax burden; indirect tax on imports has also been the fastest growing tax source in recent years. In the following subsections we organize the discussion of Ethiopia's tax performance in terms of type of tax, highlighting particular dimensions. We also comment specifically on tax administration and the general issues of allocative efficiency and fairness. The final subsection comments on non-tax revenues.
Direct Taxes
Personal income tax (PIT) generally makes a weak contribution to total tax revenue in low income countries. Ethiopia's experience is broadly consistent with this: PIT comprised a little over 11% of total tax revenue in 2012/13 (MoFED, 2014b), which is relatively high for a low income country. 10 10 Keen (2012, 10A) summarized as follows: -The personal income tax commonly accounts for less than 10 percent of all tax revenue in low-income countriescompared to an average of more than 25 percent in OECD countries‖. As a summary judgment, PIT in lower-income countries is effectively a tax on labor income of those working in the public sector or in large private enterprises. This reflects: (a) the use of wage deductions at source to collect the tax in large and public enterprises; (b) the difficulties of addressing the problem of tax avoidance by high-income individuals and firms through tax planning, an issue that even large, sophisticated tax administrations in the wealthiest countries struggle with; and (c) the efficiency considerations which argue against lowering the threshold to catch small tax filers.
Ethiopia's corporate income tax (CIT) is set at a statutory 30% and accounted for 16.5% of total tax revenue in 2009/10. Since it is typical in developing countries that a small number of firms pay the large bulk of taxes, the main administrative measure to ensure revenue is to create a Large Taxpayer Office (LTO) dedicated to large corporations. Ethiopia already has such an office in place. According to the Ethiopian Customs and Revenue Authority (ERCA), almost 78% of Ethiopia's tax revenue came from fewer than 1,000 filers in 2012.
required for tax compliance according to the World Bank's Doing Business 2013 benchmarking exercise through the introduction of a social security contribution for businesses. Based on the World Bank's Doing Business assessment for 2015, there would be some scope to reduce taxes through consolidation of marginal taxes and reducing frequency of payments (implicitly, this would go hand in hand with the development of treasury bill market to address short-term financing needs for the government); Eliminate tax incentives, largely on grounds they are likely to be redundant-firms that are likely to invest would do so in the absence of the incentive (see e.g., Bird, 2008, at 9) ; this has the added advantage of simplifying compliance monitoring; Establish an office dedicated to medium-sized taxpayers, building on the evident successes of LTOs; Increase the use of withholding and advance collection schemes; and Reduce the cost of entry into the formal sector, thus enabling an expansion of medium-sized taxpayers; while some of this would come at the expense of growth and profit of the more easily taxed large corporations, filling in what has been termed the -missing middle‖ 13 is an essential start to the process of diversification and expansion of the supply capacity of the economy.
The latter idea may be combined with a simplified presumptive tax for small, informal businesses, in part to drive activity into formal enterprise.
14 Also, a number of approaches have been suggested to chip away at the problem of tax avoidance by high-income individuals and corporations. These include the following: 13 Tybout. (2000) . The -missing middle‖ is explained by disincentives to growth to avoid attracting enforcement of taxes. 14 On presumptive taxation, see Thuronyi (2003) . On dynamic effects of such initiatives, see Auriola and Warlters (2005) .
Dedicate units within the tax administration to high-income/wealth individuals; this can provide a focus for enforcement efforts (IMF, 2011); Strengthen audit powers, including the possibility to use indirect methods to assess tax liabilities, such as enabling revenue agencies to use third party information, particularly related to assets and flow of investments, to estimate the taxpayer's income (Biber, 2010) ; Participate in multilateral action on tax havens through fora such as the Global Forum on Transparency and Exchange of Information for Tax Purposes; and Adopt best practices for addressing abusive transfer pricing.
Experience indicates that there is no single solution to expanding direct taxes. Admittedly, what is indeed feasible in Ethiopia's often sensitive political economy setting would have to be carefully considered.
Social Security Reforms
Ethiopia instituted social security reforms in 2011 through two regulations governing public service and private organizations' pension and other social security contributions. 15 These provide for contributions from employees and employers. Under both regulations, which were phased in over four years, the employee contribution rose from an initial 5% to 7% of earnings, to be complemented by employer contributions which rose from 7% to 11% (for military and police the employer contribution is greater, rising from 18% to 25%). With the scheme now fully in place, domestic savings should increase and thus help close the overall savings-investment gap. Commentators on the rise of pension funds in Africa note that these are a natural source of funding for infrastructure investment (Pence, 2003) .
From a standpoint of financing the GTP-I investment requirements, the increase in savings and investment should have a balance sheet effect, expanding government borrowing from the pension funds and increasing government debt service costs which will flow back to the pension funds. This institutional development will support the restoration of positive real interest rates and the expansion of domestic savings. Importantly, this initiative provides a vehicle to lengthen the term-to-maturity of savings and investment instruments in Ethiopia.
From a business cost perspective, the documentation requirements of social security reforms impose compliance costs, a factor which has increased the difficulty of doing business in Ethiopia.
Indirect Taxes: Tariffs
The most easily collected tariffs in developing countries are typically border taxes. Consistent with this general experience, trade taxes, including duties, excise taxes, VAT and import surtaxes applied to imports represent the strongest and most rapidly growing tax base for Ethiopia (Figure 3 ). Notably, approximately half the -trade‖ tax collected in Ethiopia is generated by domestic taxes collected at the border. These are not subject to erosion through trade liberalization. However, reliance on border taxes does raise non-trivial issues in terms of loss of tariff revenue for Ethiopia in advancing its trade agenda: accession to the World Trade Organization; 16 with extra-regional partners, e.g., the Economic Partnership Agreement (EPA) with the EU; and with regional partners, through the Tripartite Free Trade Area (TFTA) talks which combine the members of the Common Market of Eastern and Southern Africa (COMESA), the East African Community (EAC) and the Southern African Development Community (SADC).
One way to minimize the erosion of trade taxes through trade liberalization commitments is to reduce tariff exemptions. For example, Brenton et al. (2009) calculated that the revenue cost to Ethiopia of implementing an EPA with the European Union amounted to 32.6% of its tariff revenue when assessed at statutory rates, 17.2% when assessed at applied rates, and only 4.6% if all tariff preferences were eliminated. Abay (2010 ; Table 6 ) highlights the very large size of the revenue losses from exemptions.
A second way is to address the issue of -missing trade‖ between Ethiopia and its immediate neighbors. One estimate suggests that such missing formal trade between Ethiopia, Kenya, Uganda, Sudan, Djibouti and Somalia amounts to about 3.4% of Ethiopia's global two-way trade (Ciuriak, 2010) . Some of this trade is undoubtedly taking place but is not being recorded and is thus not subject to duty collection. Much of this trade is however genuine -missing‖, in the sense that it currently does not take place because of the 16 Note that WTO accession does not necessarily imply loss of government revenue bound tariff rates are typically substantially higher than the applied rates. However, often at least for some products, such as those covered by sectoral agreements, many acceding countries do commit to reductions of applied tariffs during accession negotiations.
absence of supportive border infrastructure and trade facilitating arrangements. Since the most intensive trade is normally between immediate neighbors, 17 boosting formal trade relations with immediate neighbors would be one way to increase efficiency of taxes that can be collected at the border.
At one point there was much optimism that VAT could be used to replace lost tariff revenues in developing economies. While the actual experience has been inconsistent, the experience in Sub-Saharan Africa has been quite encouraging about the possibilities in this regard. However, Ethiopia already has implemented its VAT and it is unlikely it would realize a further substantial gain sufficient to replace the still-large tariff revenues where the latter to be reduced through trade agreements. However, this option is not entirely to be discounted (see Keen and Mansour, 2010) . Options for increased revenue generation through the VAT are discussed below.
Indirect Taxes: VAT
The total amount of indirect tax collected in Ethiopia amounts to only about 10% of the value of nominal consumption. As a rough comparison, this may be compared to a statutory VAT rate of 15%. 18 Ethiopia's implied ‗C-efficiency' 19 is not unreasonably low in international comparison: an IMF estimate places it at 42.9, above the average for low-income countries of 38.0 (IMF, 2011:69) . However, the general policy literature warns that VAT effectiveness is likely to be less in economies with large agricultural sectors, low urbanization rates, and large informal sectors, all of which characterize Ethiopia (see Aizenman and Jinjarak, 2008) . 17 Contiguity typically is found to expand trade between two countries by a significant amount, reflecting opportunities for cross-border in goods that are not typically traded across large distances (See, e.g., Shepherd, 2012) . 18 This is a rough comparison since total indirect taxes also include import tariffs and the national accounts definition of consumption is not the definition of consumption for purposes of VAT tax base. 19 C-efficiency is defined as the level of VAT collected compared to the level implied by the full statutory rate applied to the level of taxable consumption as a ratio to the statutory rate (See, e.g., Aizenman and Jinjarak, 2008) .
For analytical purposes, the C-efficiency can be decomposed into a -policy gap‖, which reflects the extent of zero-rated or exempt products; and a -compliance‖ gap reflecting imperfect implementation (Keen, 2013) .As regards the policy gap, there are important trade-offs between the revenue efficiency of the VAT and the delivery of specific policies (e.g., support for particular social objectives) by applying zero or reduced rates. For example, exempting sensitive items imposes administrative complications on VATregistered vendors in terms of additional record-keeping and on the tax authorities for verification, not to mention questions related to definitions.
20
An impact analysis study conducted at the time of introduction of the VAT in Ethiopia suggested that, within urban areas, the VAT would be regressive since exempt goods and services were consumed disproportionately by the higher-income groups; these exemptions could not, therefore, be justified on equity grounds. As well, the study concluded that the overall progressivity of the VAT was due to the low incidence of VAT on rural households, but this reflected the high proportion of home-produced goods consumption which shielded these households from VAT (Muñoz and Cho, 2003) . Accordingly, there appear to be grounds on which to review Ethiopia's VAT from the perspective of reducing the number of zero-rated or reduced-rate items, thereby boosting VAT revenues, without compromising social policy objectives.
There are also trade-offs in VAT implementation in terms of the sales threshold for mandatory registration of vendors. Generally, a relatively small number of large firms will typically account for a large proportion of potential VAT revenue. Accordingly, setting a high threshold in terms of turnover for registration of vendors can be effective in terms of revenue generation, while minimizing demands for administrative resources and compliance costs on a large number of small vendors. At the same time, a sometimes overlooked benefit of incurring the costs of compliance is the promotion of a culture of record-keeping, which is part and parcel of the transition towards an economy based on formal enterprise.
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Related issues concern the use of techniques to enhance compliance. We note, for example, that Ethiopia, which was an early user of VAT withholding for state enterprises to improve compliance, has also established a Large Taxpayers Office and introduced reforms (such as enforcing use of sales registers) to the administrative system in 2008 to improve compliance. Accordingly, there is now established experience to allow Ethiopia's performance to be evaluated against best practice elsewhere.
The effect of varying tax rates also raises complex questions. On the one hand, raising a tax rate tends to elicit a response that reduces the tax base, while providing tax incentives also provides room for tax planning -indeed, it has been the experience of many countries that the revenues lost in this fashion outweighed the benefits garnered from the incentives. Conversely, Keen (2013: 5) reports that -the trend increase in average VAT revenues in sub-Saharan Africa-and even more strikingly for low income countries as a group-has gone along with a trend reduction in the average standard rate.‖ In comparing Ethiopia's experience against comparator economies, one has to take into account that fiscal systems tend to be quite idiosyncratic across economies: what works as regards approaches to taxation varies by country due to unevenness in many dimensions, including: institutional strengths and weaknesses; availability of skilled workers; the extent of the supporting infrastructure to enable widespread use of electronic systems; socioeconomic conditions; and the unique features of each country's overall division of powers across levels of government.
The division of powers across levels of government is of particular importance in Ethiopia's case, given the effort to decentralize fiscal revenue generation and service delivery. While there are significant benefits from success in such an endeavor, bottom-line performance depends on the efficiency of local governments (Kiwanuka, 2012) , the effectiveness of tax sharing arrangements (which in Ethiopia are critical given that the constitution assigns the more buoyant forms of tax to the federal level, resulting in the need for block grants to balance revenue with spending obligations (Yilmaz and Venugopal, 2008) ), and the effectiveness of public expenditure management to ensure that decentralized service delivery ultimately generates coherent national structures (see Tanzi, 1996) . In previous benchmarking exercises it has been noted that Ethiopia's regional governments, which in principle are responsible for supporting the locallevel woreda governments, are themselves heavily dependent on federal government grant support and thus have a limited ability to support the woredas, notwithstanding their Constitutional responsibility for this (see Oyugi, 2008: iv) . The dependence on the central government has thus worked to limit effective delegation of authority and responsibility. The importance of including civil society engagement as part of private sector development strategies has been emphasized by the African Development Bank (2012:3).
Turnover Tax
For enterprises below the registration threshold for VAT, Ethiopia applies a turnover tax of 2% payable on revenues from supplying goods to the local market as well as on a range of services, namely construction contractors, grain mills, and tractor and combines harvesters. A 10% turnover tax is payable on other sectors. The turnover tax base is gross receipts in respect of goods supplied or services rendered. Vendors collect and remit the tax. The exempt list of goods and services follows the VAT list. Vendors are classified into three categories. -A‖ category vendors, with turnover above 500,000 birr must register for VAT, keep records and remit on a monthly basis; -B‖ category vendors, with turnover above 100,000 birr must keep records, apply the turnover tax, and remit on a quarterly basis; and -C‖ category vendors with sales of less than 100,000 birr annually are not required to keep records and apply and remit turnover tax on an annual basis. In respect of the latter group, the tax is formally a presumptive tax. The tax is administered and collected by the regional governments.
The effectiveness of the turnover tax administration in Ethiopia is unclear. The thresholds have been subject to rapid -bracket creep‖ due to the high rates of inflation, which tends to induce tax resistance. At the same time, the construction of the system (e.g., VAT is shared by the regional authorities with the federal government on a 50-50 basis, whereas turnover tax flows 100% to regional coffers) may result in differing levels of effort at enforcement, given the extent of discretion in application by regional authorities. There may accordingly be room to improve overall tax system performance based on audits such as have been conducted in connection with funded aid programs. 
Excise Taxes
Excise taxes are sales taxes applied to specific goods and services for specific reasons, including simple revenue generation (when applied to price inelastic goods or services), income redistribution (when applied to luxuries, with revenues generated spent on basic services for the poor), to address negative externalities (taxes on ozone-depleting substances), to impose the user-pay principle (e.g., linking gasoline taxes to road maintenance), or to discourage consumption (e.g., -sin‖ taxes, including alcohol and tobacco).
Excise taxes contribute about 12% of total government revenues in OECD countries (Hines, 2009) . Ethiopia currently levies excise tax on nineteen products, with rates ranging from 10% to 100%.
From a revenue generation perspective, there are two main issues: setting the level, and preventing leakage across borders through smuggling. Generally 22 See, e.g., the various Public Expenditure and Financial Accountability (PEFA) Reports undertaken in Ethiopia -e.g., the Southern Nations & Nationalities Peoples' (SNNPRG) Regional Government PEFA Assessment Report, 17 October 2010.
speaking, the wide variation from country to country as regards the level of excise taxes suggests that there is room to consider varying rates to achieve optimal revenue flows (see Bolnick and Haughton, 1998) . This is one area where there appears to have been little attention paid 23 and which merits closer examination, including considering the optimality of current rates. As well, the application of excise tax to cell phones has raised issues (see GSM Association, 2007).
Tax Administration
There is extensive experience with tax administration reform for resource mobilization in Sub-Saharan Africa in general and in Ethiopia, with both the multilateral institutions 24 and donors such as the United Kingdom providing extensive support. A capacity building program for Ethiopian Revenues and Customs Authority (ERCA) funded by the UK government has been underway since 2010.
25
Consistent with reforms aimed at creating Autonomous Revenue Authorities (ARAs) elsewhere in the region (Kloeden, 2012; Fjeldstadt, 2013) , ERCA came into being on 14 July 2008 through an amalgamation of the Ministry of Revenues, the Ethiopian Customs Authority, and the Federal Inland Revenues Department.
The establishment of ERCA was based on a prior -business process reengineering‖ study; performance reviews suggest that ERCA's efficiency has increased. Consistent with practice in a number of other donor-assisted tax administration reforms stimulated by research on determinants of tax 23 A recent exception is Bird and Wallace (2010) . This study examines revenuemaximizing excise tax rates on alcoholic beverages in a number of African countries. 24 For a good summary of this experience, see IMF (2011) compliance, ERCA has implemented a number of service features to make tax compliance more user-friendly and, in its public communications, has linked paying taxes with the benefits of the public goods and services that taxes support such as clean water and roads. ERCA has largely automated the administration of domestic taxes through a Standard Integrated Government Tax Administration System (SIGTAS), including registration, assessment, remittance, and auditing. The system is presently operational both at the head office and branch offices level.
At the same time, some problem areas have been identified in Ethiopia's tax administration:
The African Development Bank's Strategy for Ethiopia identifies tax administration as a point of friction with the business community, which considers Ethiopia's tax administration and enforcement procedures as burdensome-and more burdensome on private enterprise than on public and politically-affiliated enterprises.
Other sources also identify a lack of community trust towards administrators (Yesegat, 2008:161) , especially as these work on behalf of unrepresentative administrative agencies, with blanket exemption powers and under little oversight as to how their powers are executed (Lencho, 2012: 379) . The lack of public tax awareness and accessibility of legislation to taxpayers seems also to be an issue: some of Ethiopia's tax laws are not available in official publications and, though many are online, there is still a vast portion of the population that does not have access to the Internet (Lencho, 2012: 379) . The proliferation of tax directives has made it difficult to stay abreast of tax law.
Also of note is the recent extensive report on addressing corruption in Ethiopia developed by the World Bank (Plummer, 2012), which reviews various issues related to tax administration, and a second corruption probe by the Ethiopian authorities, which identified 47.9 million birr lost to ERCA due to tax fraud. 26 There is accordingly some scope to improve tax revenues by tightening controls.
Areas identified in benchmarking exercises where there are possibilities to improve the efficiency of tax administration include the following: Simplifying tax procedure codes and regulations; Improving public communication of tax rules; Simplifying taxpayer registration, filing, and payment, e.g., integrating commercial and tax registration, since both use the same TIN (Ciuriak et al., 2012) ; Restructuring basic processes and automation of routine tasks; Improving coordination between tax and customs, including by improving information technology applications; Improving ex post controls (audit, enforcement, appeals), including systematic random audits, which have proved to be effective elsewhere; Reviewing the nominal thresholds for application of particular taxes, such as the VAT and Turnover Tax, to address bracket creep in the context of Ethiopia's still significant level of inflation; and Increasing efficiency of the regional tax administration authorities.
Improvements in this area would have some immediate benefit in raising revenue but, more importantly, would have a positive longer-term impact in building social acceptance of taxation.
Finally, the issues of allocative efficiency and fairness need to be considered when undertaking tax reforms. A true evaluation of efficiency and fairness requires a netting out of all taxes and subsidies; this is impractical even in the most informationally rich economy. Accordingly, these objectives can only be pursued by applying broad principles, subject to the major constraints of practicality and, in an increasingly globalized world, the tax levels applied abroad. Reforms should be evaluated in terms of the extent to which they move in the following directions: Fewer rather than more taxes; As broad a base, as few exceptions, and as low a rate as feasible; Horizontal equity across comparable groups (e.g., rural vs. urban poor); Increasing the overall progressivity in the sharing of burdens; and A demonstrable reduction in favoritism in application (e.g., less discretion).
Mobilizing Private Sector Resources
Mobilizing private sector resources is a critical complement to improved public sector revenue generation. The main instrument for mobilizing private sector financial resources is a well-functioning financial system: mobilizing financial resources is, after all, what financial systems do. Ethiopia's financial system is still relatively under-developed. At present, nineteen banks are registered to do business in Ethiopia. The banks are complemented by seventeen insurance companies, which also have a limited number of branches, and thirty-one microfinance institutions (National Bank of Ethiopia, 2014). Capital markets are in a nascent stage.
Banks
Altogether the commercial banking system has a total of 2,015 branches in December 2013, which implies about one branch per 42,978 population (National Bank of Ethiopia, 2014); given that banks are clustered in urban centers, this works out to about one bank outlet per 7,820 urban population.
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By comparison, in the United States in 1910, there was one bank per 3,000 population (Ciuriak, 2013) . That being said, the degree of coverage has improved considerably in Ethiopia since 2008.
One possible way to increase financial intermediation capacity is to reduce restrictions on foreign bank entry. However, the evidence in this area suggests that foreign banks tend to lend mainly to large firms (domestic or multinationals) and to the government rather than to smaller firms, for which local knowledge is required to evaluate risk. Detragiache et al. (2008) conclude that foreign bank entry can even be detrimental by -skimming‖ the quality clients and thus constraining the expansion of local banks that serve -informationally opaque‖ clients, such as smaller local firms.
Given policy efforts to promote financial deepening, the thinness of Ethiopia's banking sector suggests structural issues constraining demand for banking services. For example, Allen et al. (2012) argue that the minimum viable bank scale is most likely to be achieved only in major cities where there is sufficient population density. They also comment that -most established commercial banks view the sectors targeted by [microfinance institutions] as ‗unbankable'.‖ At the same time, Allen et al. (2012) conclude, based on a study of the growth of banking in Kenya using a new dataset on bank branch penetration at the district-level matched with household surveys of financial usage, that significant gains can be made with suitable bank strategies and that technological advances, such as mobile telephone banking, could facilitate Ethiopia's financial development on the savings side.
Insurance Sector
Insurance companies have longer-term liabilities than banks and thus can safely invest in longer-term instruments and projects. Accordingly, in addition to providing risk mitigation for clients, they fill an important niche in a financial system.
Ethiopia's insurance industry, like its banking sector, features relatively few companies with a very small number of branches given the size of the population. At the end of 2013, seventeen insurance companies existed with 293 branches, more than half of which were in Addis Ababa.
Some recent analysis on the determinants of insurance sector performance may shed light on how policy may be adjusted to promote more extensive financial deepening in this sector. In particular, Mehari and Aemiro (2013) report that large, highly-leveraged, low-risk and high-fixed-asset insurance companies perform better financially, while firm age, liquidity and growth in written premiums have no statistically significant relationship with performance. Again, this points to structural factors which may explain the overall low level of penetration of insurance services in Ethiopia.
Microfinance Institutions (MFIs)
The story with MFIs in Ethiopia is similar to that of banks and insurance companies: rapid growth from a small base that still leaves large parts of Ethiopia's economy under-served. Deribie et al. (2013) provide a relatively up-to-date perspective on the growth of the industry (which reached 2.5 million borrowers and 6.9 billion birr in loans in 2011). Doocy et al. (2005) provide an in-depth report on the impact of a successful MFI project and comment on the role of microfinance in building both human and productive capacity. Certain MFIs also run projects aimed at women, who tend to be at a higher economic disadvantage than men, especially in the informal economy. However, Bekele and Worku (2008) show that micro, small, and medium enterprises (MSMEs) run by women had a higher likelihood of failure than those run by men (Deribie et al., 2013) .
MFIs have great potential to deepen the financial sector in Ethiopia. In contrast to banks and insurance companies, which might be constrained by the structural factors in Ethiopia, it would appear that Ethiopia is ideally suited for MFI expansion. Accordingly, it may be that regulatory factors are important constraints.
Capital Markets
Ethiopia has successfully established a commodities exchange but does not have a securities exchange. The lack of an organized secondary market means that securities may be traded openly, but investors face problems of liquidation when the need arises. Nonetheless, the government bond market has expanded significantly as a share of GDP and its depth is in line with a number of comparator economies. Ethiopia's nascent corporate bond market is also advanced beyond the Sub-Saharan African average, although not as much as Ghana, for example (Table 1) . Accordingly, Ethiopia has in place the base for an expanded role for capital markets to mediate the flow of savings to investments. One constraining factor for rapid development of Ethiopia's capital markets is the lack of suitable investment opportunities domestically. This structural factor tends to lead to what is generically described as -capital flight‖. In this regard, compliance with record-keeping requirements from enforcement of tax payment may have a positive side-effect of increasing financial sophistication of private enterprises. This would not only pave their access to capital markets, but it would provide domestic investment opportunities.
Conclusion and Recommendations
We reach a mixed verdict in our review of Ethiopia's progress to date in mobilizing financial resources to underwrite its ambitious program of economic and social development under the GTP-I and its likely successor in GTP-II.
Ethiopia has made significant progress in developing its economy and in meeting its social policy objectives as set out in its MDG commitments. It has done so despite confronting numerous complicating factors in addressing its revenue generation problem. These include large and complex challenges in the following areas: establishing a stable macroeconomic framework; relaxing microeconomic structural constraints flowing from the underdeveloped private sector and the country's reliance on rain-fed agriculture; and nuturing a transformation of the socio-economic fabric of the nation, which is characterized by shallow financial depth, a high degree of informality of economic activity, and a weak social contract between state and individual taxpayers.
Moreover, Ethiopia managed to realize these economic and social gains despite relatively slow progress in improving the basic conditions for a private sector economy -at least if we take at face value the persistently low rankings on international benchmarks such as the World Bank's Doing Business and Logistics Performance Index. Focusing more narrowly on revenue generation, Ethiopia achieved this progress in the faceof challenges in terms investment capacity and policy implementation effectiveness (Badu et al., 2012) .
In terms of policy reforms, Ethiopia has formally played by the book in the two basic areas of taxation and financial sector regulation, but the recommended reforms in these areas these have not come together to generate the domestic savings needed to support the investment required going forward. Notably, Ethiopia, although growing faster than many of its Sub-Saharan African peers, has failed to substantially raise the fiscal revenue share of GDP, whereas other comparator economies have.
There are of course ways in which governments can address economic development objectives without directly tapping budgetary resources. For example, states can establish state-owned enterprises (SOEs), which benefit from the implicit or explicit guarantee of the state in their access to capital markets. SOEs can be assigned developmental objectives, to be financed from revenues generated by the commercial activity undertaken. The SOE route is likely to face headwinds in the future however.
Where there are significant positive externalities associated with the mandated activity, profit may not be the most important consideration from an economic welfare perspective and private sector engagement therefore may be lacking or even result in inferior outcomes. Accordingly, establishing SOEs can make sense on economic theory grounds. East Asian development which featured financial suppression engineered by the state through statedirected lending of private sector banks had much the same effect-albeit with different financial -wiring‖. Moreover, the formerly highly polarized debate on SOEs is giving way to a discussion of the conditions under which they can help address development objectives (e.g., see Musacchio and Lazzarini, 2012 ), the debt created would place Ethiopia at great risk in the not too distant future when Western Central Banks restore positive real interest rates. Second, the WTO+ rules framework for international commerce that is under discussion in the TransPacific Partnership (TPP) and the Transatlantic Trade and Investment Partnership (TTIP) negotiations is likely to constrain the role of SOEs in the future. The focus of this paper on the development of long-term sustainable domestic resources to finance Ethiopia's development ambitions is thus relevant for policy.
With its newfound international credit rating, Ethiopia could also conceivably fill a greater share of its financing needs by tapping into the demand for higher-yielding bonds from investors in advanced countries. However, debt-generating financing carries significant risks as bouts of emerging market crises following monetary corrections in the advanced countries have shown.
All considerations lead, accordingly, to the conclusion that Ethiopia needs to mobilize significant additional amounts of domestic resources, on a sustainable basis, to sustain its nascent economic miracle. Our review does not identify a simple solution, but it does identify a significant number of areas that should be explored-these are summarized in the table below. Ethiopia has followed convention in basic areas of taxation and private sector resource mobilization; in these areas, the scope to improve is at the margin. The basic principles that should guide reforms are as follows:
Fewer rather than more taxes; As broad a base, as few exceptions, and as low a rate as feasible; Horizontal equity across comparable groups (e.g., rural vs. urban poor); Increasing the overall progressivity in the sharing of burdens; and 29 For a description and discussion of the bond rush in Africa, see Sulaiman (2014) .
A demonstrable reduction in favoritism in application (e.g., less discretion).
Ethiopia has also eclectically adopted the developmental state model in its industrial policy; and it has muddled through using conventionally inappropriate macroeconomic policies (e.g., negative real interest rates and central bank financing of government expenditures). These worked to sustain Ethiopia's high growth through the GTP-I period. However, there is scant evidence that Ethiopia can move to the next level of development, which we anticipate will be the stated goal of GTP-II, without formally resolving the basic contradictions in its current policy approach that impact on productivity and savings: raising domestic savings while maintaining negative real interest rates; achieving sustained growth without a large and growing formal business sector; and achieving rapid growth based on convergence to the international technology frontier without a highly open trade and investment policy.
In conclusion, Ethiopia faces a -chicken and egg‖ situation: financing drives development and development generates financing. Supportive macroeconomic and structural economic reforms will endogenously drive revenue mobilization through the revenue-generating institutions that Ethiopia has already put in place. Optimizing the efficiency of these institutions will allow Ethiopia to make the most of the new opportunities for revenue mobilization. Only export-led manufacturing, in part driving off the agricultural base, in a context of a major expansion of formal enterprises, coupled with best practice performance in revenue generation will square the circle of Ethiopia's development financing challenge. GTP-I generally succeeded in the absence of these conditions; GTT-II will not likely be able to follow the same recipes and will have to progressively move Ethiopia through structural change to resemble in its institutional makeup the middle income economy that it seeks to become.
11. Continue to expand the use of cash registers and to inculcate a culture of record-keeping in private sector business 12. Review the thresholds for transition from VAT to Turnover Tax and within the Turnover Tax structure to ensure efficient administration in the face of bracket creep due to rapid inflation in the past 13. Review federal-regional sharing of VAT/Turnover Tax revenues and the use of block grants to ensure that the system is not creating disincentives to effective administration of the tax system as a whole 14. Review the excise tax structure to optimize rates, taking into account both price elasticities of consumption and the incentives for smuggling due to differentials with neighboring countries 15. Review the administration of ERCA to address points of friction that have emerged with the business community 16. Ensure appeal procedures are robust to promote fairness and willingness to comply with tax obligations 17. Ensure public (including especially online) information on taxes and tax compliance obligations is comprehensive and consolidated to facilitate compliance 18. Simplify taxpayer registration, filing, and payment, including by integrating commercial and tax registration, since both use the same TIN 19. Review the tax procedure codes and regulations with a view to simplification 20. Improve coordination between tax and customs, including by use of information technology applications 21. Review basic processes with a view to automating routine tasks to increase efficiency and reduce compliance costs for private business and individuals Private Sector Resource Mobilization 1. Support the development of mobile telephone banking to deepen Ethiopia's financial sector in the face of constraints to growth in banking due to low initial scale of operations outside of major urban centres 2. Review structural factors that may be inhibiting the growth of the insurance sector 3. Expand resources for promotion of microfinance institutions to exploit underutilized potential 4. Accelerate plans to develop government and private sector bond/bill exchanges and an equity exchange
